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. DEPARTMENT OF THE TREASURY
: INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

Do MaY 24 2000

Employer Identification Number: SNENND

DearAppuwm.
o Wahaveconsﬁeredyourapplhﬁonformcognﬁonofexmnphon ffederz
tax under section 501(a) of the Internal Revenue Code as an erganization descibed in section

_501(c)(3). Based on the information submitted, we have concluded that you de not qualify for
exemption under that section. The basis for our conclusion is set forth -below.

. The information submitted indicates that incorporated on asa
.. .Nonprofit corporation under the laws of the Siate df| Your parposes, agistated in your
o Arﬁdes of Incorporation, are chasitable, religious, edueaﬁonal and/or: scientific, fMare specifically,

corporation. giso revealed that =
members of We have sftached, asanaddendumbme
meinfonnauonpmvidedfmnthelntomeundpubacmeom leepmide ]

- may have about these documents,

e your initial Board of Directors. Your Bylaws provide that
as incorporator, wﬂl be self-perpetuanng .

‘ Ymmmemmmmmmmemw

SecmacyandTreasum The-tern forall officersis one year. Anyoﬂieer re-elected to
mesamepwbonaslomasmeoﬂicerisaboabomdmber 3 .

You have entered into a cmn«cmmm“ i
to establish a charter school. The contract has a 15-year term commencing




“the first ddy of operation of the charler school. Your Charter COM states that
Qperats * a maximum of four sites during the Second year of its charter...and 3 §

" -§ites during the third year of its charter.” in addition, prior approval through the

A

.Agreement provides that compen
“attsched Exhibit B was blank.

- respective capacities as your President and Vice President. _
- - President of You do.not have a-confiict of interest policy

2

_process must be if there is a change in your chief executive officer.

-Charter Contract, is currently your chief exacutive officer.
You have also.entered into a Lease Agreément wi '

you may

&dimum of nine
BAdment

cording to your

(Lessor’). Lessor has not executed the lease you have subemitted. You have |gased -

- ated oms from Lessor. The lease is for a period of i} months, frogy’
~.Z-MFW'N —and—amdem:cyears your budget
. faclities increases significantly to reflect the additional TR

" projected.increasa in students.

S Y draft of an
you'as
‘President as well.as

‘the parties agree 1o the 1é ditions ‘ . The inltis

i85 years and extends Mto ,

" I your application; you provided a three- od budget. You stte
U exper WW 7 acadermiclyears will be

am alt =
:28% respectively, of the funds received from the State

. Indleated in your apolication-are the services 1o be provided by SN p
- these services, will receive a fee as set forth in your Agreems
sation for such services will be provided iti chibit B. The

Among the services SN is specificalty authorized to. perfik

.plarining and overseeing charter schools; managing and. supervising:all asg ects
of the facilifies; marketing of. educational programs; recormending policiés andf
procedures; overseeing preparation of annual capital expenditure and operating
retaining legal counsel; employing certified public accountant fa perform.an

.. . compllance; monttaring and reporting atendance: funding; fund raising; amarigibg
- -, préparing health reports; maintaining existing faciities; planning, negotiating, desi
~-overseeing construction of new faciiities; debt servicing; contracting for payroll. de

" mianaging and administering; protecting charter contract, providing periodic curj

operations, compliance, growth and marketing in-sesvice; financing; reporting;

and Intemal audits; procuring, paying, insuring, inaintaining, registering ard.inapecting

.feviéwing and implementing security systems; training and encouraging creatiof
advisory boards; defining and training career. exploration program; applying for &
expanding your organization. : . i

. The Agreement is to be signed by

L entering nto a transaction in which your directors and employees contract with §

of the operation
oOperating ’

budgets;

-which they have a financial interest. The provisions of the Agreement that are glevant:

-discussion are set forth below.

4. . As compensation for the services to-be pesformed.
hereunder, School shall pay to Company a fee in the a

% Company il
punt set forth on

Exhibit 8 attached hereto, payable on the 15" day-of each month commencing April 15,
1999, In the event that on 20", 40" or 100™ "student enroliment days® § the school year
the enroliment is either 10% higher or lower than the projected enrol) upon which the

budget for such school year was based, school by a vate of 75% of'a dla

constityted




federal

Jpurposes, and if no part of the net eamings of the organization insures to the benefit
" private sharehokder or individual. A :

- written 'sta(unem from COmpany.

E— [

quorum of the members of the boar:lofdhctors at a property called ar‘dnutlced meeting
of the board, may negotiate with Company to adjust thie compensation payable to
Company hereunder for the balance of such year. . '

5. Reimbyrsable Expenses. In addition to the fee described iri paragraj
SchoolShéllpa’ytncompmwthe'netcostofpurdlascofnemy

made solely for and on behalf of School and pursuant to School's poll cibs, procedures
and directives. L. R

All expenses shall-bs documented with-the billings and shall be submiiged promptly to
8chool for review.prior ta reimbursement. Any single-purchase of goods or services in
excess of $5600:00 by or on behalf of School through.Company; or jointly with other -
‘Company-managed facliilies with the: assistance of Company.shafl be docus
to the-acquisition with full disclosure to Company of all relevant facts, but
Iimited to the gross and net costs; the manner In which the goods.or sefvices arotobe
divided between the purchasing parties; the manner in which the cost i to

the purchasing parties; and any. commission, price conoession or othe o
which company is to receive as a result of its.involvément in the transag

- Reimbursement shall be made within 15 days after billing.- School shalf not be required

1o reimburse Company for any portion of Company’s overhead. or opergiing
nor any other cost axcept as specifically-described in this paragraph 5.}

8, 1. Consultation Prior to Major Changes. School shall notinitiate-ex
lease facilitis, file for bankiuploy or receivership, or develop a new profect-wi
days prior written nolice to Company; which notice period can-be wai ed

2
=3
8
&
2

8. Tennination Without Cause, This Agreementmay be terminated by dithes
time without cause. within its tesm by giving six (6) months notice in writhy
party. Any such termination shall be effective upon the expiration. of thg.sbx (8)-moith
period following the giving of the notice or on such later date as may b e specified in the
notice: Any termination without cause by School shall requiire a 75% vgte of a duly
constituted quorum of the board of directors at a properly called and . giced fheeting of
the board. . T

9. Teaination With Cause: This Agreement may be termiated by sith
event that the other party files or has:petition or complaint in receivershy
filed against it which has not been dismissed within sdy (80) days of s

- - case the mmma;mam-mmmwmmum dtion effective

-upon receipt of wiitten notice of termination by the party subject to the. petition
complaint. In the event that a party fails to-perform the obligations. imps 50
this Agreement, the other party may elect to terminate this Agreement, jvhe reupa
give the other party written notice and such termiriation shall be.effect i-5ixty (80) days
aﬁermemaﬂng'maof.umessmegmundsfortemm-havepegn pmedied by th
-other party prior to that date. . . 1

Section 501(c)(3) of the Gode provides, in part, that.an organization is';' M
income tax if it is organized and operated exclusively for charitable and Pducational

Section 1.501(c)(3)-1(a)(1) of the Income Tax Regulations states that, § on::erto be

’ gxeinptas’an organization described in sectian 501(c)(3) of the Code, an orgazation must be

both organized and operated exclusively for one or more of the purposes spe ciged in such

section. If an organization fails to meet either the organizational test or the
not exempt. .




used in section 501(c)(3), relates to—

'.mganuzatxonengagesinawnhammednmmstandthereba urpp
- . .private intarest rather than the organization, exemplion may be-lost even

" tralning and requires a minimum number of such trainings. it requires’ etit

Section 1.501(c)(3)-1(C)(1) ofmemgdaﬂmpmvideethatano ganiza§orn will be
fegarded as."operated: exclusively” for one or more exempt purposes only if it epgages primarily
lnacﬁvitieswhwhawomplisnoneormomofsuchmmptpumoeesspedned section
501(¢)(3). An organization will not be so regarded if more than an insubsiam P
acﬁvltﬁesusnotmmdhemneeofanaxemptpurpose

Section 1.501(c)(3)-1{d)(1)Gi) of the reguiations states that.an. organize§ion is not
organized or operatad usivdyforoneormommﬂmmual&sit Jerves

rather than a pitvate interest. Thus, to meet the requirements of this subd .
foranorgamzwontoeaabﬁhmatihsnaomamzeaoroperatedforme ot
interests such as designated individuals, the creator or his family, sharehokderskb
organization, orpemonscommlled directly or indirectly, by.such' pnvatei

Section 1.501(6)(3)-1(d)(3)() of the regulations. pmvldes that the term "¢
(@) Theinstruction or training of the Iridividual for the purpose ofimpm«ngét:
,developing his capabiiities; of .

" (b) The.instruction of the public onsunjmusemnome lndlvtlualand heneficial
to the comumunity. ’

) In Better Business Washington, D.C.. ed States, 6 LS. 279
- (1945) the supremecounheldmatme presence of a- sinqle non—pnempt , if substantial
“In nature,wllldestmyadainformmoumgammoﬂhenmberor nceoﬂmiy
'exemplpumoses . ..
. Opemtlngforthebeneﬂofpnvatepamesconsmmesasubstamnl mpt purpose.
Oid Dominjon Box Co. v. United States, 477 F. 2d 340 (4th Cir. 1973), cert. d 413.U.8. 910

issioner, 35 T.C. 490 (1980), provided that

. umately proves profitable for the exempt organizstion.

g .The petitioner in est of Hawali, 71-T.€. 1067 (1979), conducted trals g :seminars and.
lectumlntheamoﬂnnapemulmm Such activiies were conductes
arrangements with various for-profit corporations. The licensing: agreements: gere conditioned on
the petitioner maintaining tax exempt status. Thepmionerarguedmamhad. D commercial
purposeoﬁtsownandmatitspayrnemstotbefor-pmﬁtsmjuaordmry " neeeeeery
business expenses. Thecoundidnotagree

Toaeeedetopeuﬁonefsdalmmuhasmconnecﬁonmﬂnm
forqpmﬂtﬁcemoroftheeduwﬁonacprogm)istongnorereaﬁty ile
true that the same individuais do not formally controf them, Iritemas & exerls

considerable control over petitioner's activilies.. ltsetsmeturﬁonfor standard

to conduct regular seminars and to host special events. ltomumlsme'rams
mmwedbymnerbymvuingmmomulaﬂedbyand :
to EST, inc,, andilﬁmroonhubpemonersopemﬁonsbypmvitﬂng

bylmemaﬁonaluﬁthmatemlsandh'aineISMmempphedand s
EST, Inc. Moreover, we note that petitioner's rights vis-2-vis EST, Inc.]

xnder Eeonging »- -




) ;
. :

- : -
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" concemns a church controlled completely by one. family. the Herberts. The H

- pefpetuate that confrol. The Court made the following statement conceming the
" total control.

670 F. 2d 104 (1981) affimed the decision,of the Tax Court.In add
- : issue of the tanpayer’s burden to provide full and complets Information.

.- hingo at a bar for the ayowed purpose of raising money for scholarships. -
‘1. bar owners, the bar's.accountant, aiso a director of the bar, as well-as two playg
“ - .was self-perpetuating. The Court reasoned that since the bar owners controlles the'organization - .
dbeusediothe . -
because there
not persuaded. -

.« Services. Twentieth Century Advertising Agency provided the printing and the saa
- Century was controlled by the same ministers. It also empioyed family membess
" were provided under two contracis. Thewmmwemsignedby.thb-!qo minis

was operated for the substantial non-exempt purpose of providing a market for

3 i

" Intemationa, and PSMA are deperidént on the existencs of s tax-exerppt:

status—an element that Indicates the‘possibiliy, f not the ikelihcod, thak the for:
profit corporations were trading on such status. .. : L .

completely contrelied the Church’s operations and as the only voting . '

The Court of Appeals, in Bubbiing

i_llon;thé

We agree with the Tax Court that the potential for abuse created by 4
of the church réquired open and candid disclostire of facts bearing on
application. : ‘

InPLL: ' ner, 82 T.C: 196 (1984), an pigantzs
The b

and appointed the organization's directors, the activities of the organization cou
advantage of the bar owners. The organization:claimed that it was iridepende
was separate avsounting and-5o payments were going to the bar.  The Count

§ Herberis control -
8 exemption

. The board

A realistio look at the opesation of these two entities, however, shows it the activities of
the taxpayer and the Pastire Lounge were so imemelated as to be functionallyjnseparable.
Separate accountings of receipts and disbursements-do not change that fact. The Court went on

to conclude that the organization had-a substantial nonexempt purpose. )

ommissioner, (1985) the Court affinmied a Tip
umerous mallings.  This required a great geal

Church by Mai

L tle, i

. ‘Church by Mail and Twentleth Century. Church by Madl business comprised ,
business of Twentieth Century. In deciding for the goveinment, the Court makes

There is ample evidence in the record to support thie Tax court's finding that the




‘r- ,. .
semcas TheanploysesofTwenﬁeﬂrspendMo-ﬂudsoﬂwrﬁnewu % the services,
" provided to the church. Themdoﬁ!yofﬁtcchwﬂrsmmenspadto'r 1o cover

' repayments on Joan pripcipal, interest, and commissions. Finally, the potential for. abuse created
. by the ministers’ cantrot of the Church requires open and. candid.disclosure of facts bearing upon
the exemption application. Moreover, the ministers® dual control of both the.Chgirch ‘and
MMenablasmemtoprommmeafﬁuaﬂonom\etwoemmesmmhi .
compensauon .

- The Church, asguedmatthe compmmto.Twenﬁemwasmm@ The Court's
statement on the subject is very significant. - , . ,

The Church exaggerates the importance of the eommds. The critical fry is not

-whetheér particular contractual payments to a related for-profit organization are gsasonable or

mve.MImmmmewlmmm&elscmiedonlnsuehama that the for-
pmﬁtbenemwbs(amanymmeopemﬂon

! , zommissioner, 921'01053 (1 . the Tax Cowt
wascalledontodeddewhetherbeneﬁlstomfdparﬁes who were not membess, would prevent
meorganmﬂmﬁumbeimmzedasanmuomanmﬁonmnm hg of section
.:501(c)(3) of the Code. The Court concluded that the organization could not.co erstMaMal

" benefits on disinterested persons and still serve public purposes within the'm ing: of section

1 50’1(c)(3)—1(d)(1)(li) of the regulations. - b

Secondary benefits which advance & substantial purpose cannot be coge!

incidental to the organization's exempt educational purposs. Indedd, sucha cchstruction would

- ¢loud the focus of the operational test, which. proves to ascertain the purpose igwards which an
‘organizzition's activities are directed and not the nature of the activities themseires, -

(1989),meTaxcpunmlderedmequalﬁcaﬁonforempﬁonundersedlm y 1(c)(3)otthe
mdeofanon-pmﬁteurpwqummoondudedoomnummeﬁealedumﬁm !
petitioner had three trustees, Mr. Helin, who was a shareholder and the pres ie ofH&c
Touts.afor-proﬁttmvdngemy Mr. Regan, an attorney, and a third direclor who was Iil and did
eeswnthH&C

. fiot participate. Mr. Helin served as executive director. Thepeﬂﬁonershaved ofgl
Tuurs. ThepeﬂtbnerusedH&CToursaxd;sNetyforaﬂ&aveum\bemem.‘
"contract with H & € Tours permittéd i to acquire competitive bids, but providedthat H & € Tours
'would always get the bid if it was within 2.5%. There is no.evidence that the patitioner ’
- sought a competitive bid. mecmmmmatammuualpurposeofm pegitionér was
benefiting the for-profit travel agency. i concluded thai: - Dacoaiiiing KR RRERLEE

When a for-profit organization benefits substantially from the manner[ which the
activities of a related organization are canied on, the latter organizsitio yis not

operatedexduswelyformnptpumosesuﬁthmthemeaingofsem ¥ 501(c)(3)
even if i furthers other exempt purposes.

Weﬁndmatamhstanualpmposeofpeﬁﬁonersopermtswasmm pase the
income of H & C Tours. H & C Tours benefits from the distribution and| ..
production-of biochures which solicit customers for tours arranged by H& C
Tours. AppmnatelyQOpamentofpeinomrstotalrewmeforioﬂ. B
expended on production and distribution of brochures. The terms of thg Trave!
Service and Administrative Support Agreement further insused that H 8C Tours
would substantiaily benetit from petitioner's operations. Petitioner did ript solicit
eompaﬂveudsﬁmnanytravelagencyoﬂmermanH&CTwrs

In K's Fynd Raisers, Inc, v, Commissioner, T.C. Memo 1997-424 (1098
afﬁnnedBZAFfRM?M(mos).theTaxcounfwndmatanoﬂmoaMnQO i




v | , | 7

; ~Operat=dforthe substanﬂalbeneﬁtofpﬁvateintelests. Theomamzalionsfou‘ '
‘Kitstine Hurd and James Gould, were the sole owners of a bar, KJ's Place. ‘The

{1~ record sinca July1, 1994, indicates othenwise.

- iV Cleary, mereissomethingmcomnonbetweenthemaureof'.:
e aeuvityandthenammofpeuﬁonot‘swrposeinangagmlnn. -An orgdnia

.organization through the owners and empluyees of Ki's Place, sold lottery icke!

‘andGouldwerenolomermtheboam Atdlﬁanurdandeldmme
oraanization's officers. SalaﬂeshadbeenpadtoHuMandGoddandm ;
- paid to'KJ's Place. The organization maintained that the fact that-salaries and
,=mbngerpaidmmsfashbnmmedmeindependenoeotmeboamm ]
. anothervnew

Anhoughthoseptaeﬂcesceasedmdannoﬁniasuehm theeunem
directors is-composed of at.least the majority of the same members.whe.;
those amounts to be paid. This strongly: suggests that Hurd and Goulkdi
to set policy for their own benefit without objection from the board. Not§ing in the

: . The Court condluded that KJ's Fund: Raisers was operated for substa i »ptivalebeneﬁt
anddldnotquamforexunpﬁon TheCowtoprpealsafﬂmndthededslon

" theswcturaofmerelauonslﬁpsamonnmeparﬁesammed

. rposesmybeinfemdﬁ'omnsmmofopem:ons.rts adiviﬂes rovi
- useful indicia of the organization’s purpose or purposes.”. Living.Faith, &
“Cominisslongr, 950 F:2d 385 (7th Cir. 1991), afid. T.C. Memo. : ,, B
binding.commitiments that petitioner has-entered into and that
participation in the partnerships is indicative.of petitioner's purposes.
extent that petitioner cedes control over its sole ‘activity to for-profit paries h
an independent economic interest in the same activity and having.no o
topmmﬂtauepmposasaheadofpmmqnaldmobimm:ermotbe
assured that the-partinerships will in fact be operated-in furthetance of-charitable
putposes. In such a circumstance, we afe led to the conclusion that pefitioner is
' nod operated: exclusively for charitable purposes...nothing inthe Genergl . -
Partnership agreement, or in any of the other binding commitments reigting to the
operation of the Surgery Center, establshesanyobuoahonmatm‘ ble

indication olwhemertheomamzahonisoperatedforpubucorpmataw posesy Thecomt




sEm—— :

B +interest precluding exeinption under section 501(c)3) becauss an

quated with approval from "Income Tax Exemption of the antéinppr_'um:Noc_w#iz Hnspnal"

. Mancino, 32 St Louis U.L.J. 1015, 1051 (1988).

The board of directors, its composition, and its functions are relevant tojts
exemption...the compasition of the.boand provides important.evidence that
hospital serves public rather than private purposes. For, exarnple, it is fa
pregume that a board of directors chosen from the community would pig co the
- interusts of the community above these of eitfier the. agement o
Staff of the hospital. Thus, the relevance of the board is that its p
indicate whether the hospital is operated for the benefit of the communily or to
secure benefits for private intefests. . . '

stoneNer a through analysis of theall of the operating agreemenis entered pio by the
petitioner, the court reached the following co . ‘

Based on all of the facts and circumstances, we. hoid that
established that # operates exciusively for exempt. ]
- of gaction 501(cX3). In reaching this hokding, we do not view any-ovia fa
., . Cucial, but we have considered these factors in their fotality: The lack- & :
. express or implied obligation of the for-profit interests Involved in petitigrier's sole
activity to put.charitable objectives ahead of'non.chamable, objectivés, petitioner's

. arrangement with petiiones. Taken in their totaly, these factors compdi
conclusion that by ceding effective control over iis operations to for-profit ;
petitioner impermissibly serves private interests, . .

In Rev. Rul. 81-170, 1981-1 C.B. 112, an association composed of profss f 4
duty nurses and practical ‘nurses which supported and operated a nurses’ regisyy:piimarily to

- afford greater empidyment opportunities for its members was not entitied to'ecgmption under

I admm primary benefit of these activities was 10 the organization's mesnb i
", }70.can be contrasted with Rev. Rul. 85-293, 1065-2 C.B. 163. In Rev. Rul. 65962 nc
"~ membership organization provided seminars to members of the medical-profesdi on.: These

-8eminars wera designed to lessen metine-beiw_eenthedisooyery of medical kpowl
practical application. Uniike the organizatioriin Rev. Rul, 61170, tive eneits fiow
- activitles of the medical seminar organization were of direct benefit to the gen

. Rev. Rul. 78-91, 1978-1 C.B. 149, concerns the purchase, 'in a transacfon not.al.am's
bm;mmlmem'ofauuﬁtmddmhosﬁulbyanmmw ofation at

that includes the value of intangible: assets, detertnined by the:capitalization of ficass
formula. The ruling concludes that the transaciion does not resuit inthe inurement c
-hospltaf's net eamings to the benefit of any private shareholder of individual or Larve.

Rev. Rul. 786.441, 1978-2 C.B. 147, presants two situations conceming s
operations. lntheﬁrstscenadoa-nonpmﬁtschoolsquedbd_toﬂ:e‘aset:pf for-profit school.
‘While the former owners were empioyed In the new school, the board of
different. Menﬁngcondmmatmmmferdd‘mtsewepﬁvaté'mmﬁ 23




 ee— )
'-,:eoncluslonwasbasedonmemdependeneeofmeboam Inthesewr\dscena"o,mefor-pmm
. school converied to a nonprofit school, The former owners. became the new -directors.

- ‘'The former owners/new directors benefited financially from the conversion; 'mllng concludes
'matpnvatelntereasmsewed The condlusion is stated as follows: - "~

The directors were, in fact, dealing with themselves and will benefit fi

from the transaction. Therefom. (the.applicant) is not operated exclusi

.. educational and charitable pusposes and does not qualify for exemptio
. Federal income tax under section:501(c)(3) of the-Code.

- Rev. Rul. 98-15,1896-12 L'R.B. 8, concems the affect on the axempt s Btys of-a hospital
: Mfomsalknitedﬁabﬂympanym:for-pmﬂcomomﬁonmmto opega ihehospﬂal
Therevenuemﬂng makasmefollwingstatememconeemngmanagemem cogtracts,

Similarly, a section 501(c)(3) organization may enter into a managemei
pnvatepanygimgthatpanyaumorlytoemduetacuvihesonbehalf meomanizaﬁon
anddirecttheusoofmeoroanizaﬁm'sassetspmvldadmatmeam iz
ultimate authority over the assets and activities being managed and dtermss and

mmonsofmemnhcuwreasonabb hdudmgmasonablem sation and a
" reasonable term. Broadway Theatre Leag mchburg, Virginia. ine: 293 F. Supp.
348 (W.D.Va.1968). However, lfapﬂvatepaﬂy andMebemﬁtBnat icidental to the
‘accomplishment of exempt purposes, the arganization will fait to be-orgghized and

opemtedemuswelyformnptpurposea ‘

o Sedlon501(cx3)oftheCodose&formmtmforquaﬁﬂchonfor e ptstatus An
. omanza!mnnmstbebuhomanizedandopualede:«ﬂusvelyforpurposes cribed it section
- 801(0)(3). If you fail either the organizational.or-operational fest, you will not b mcogmzedas
exampt from taxation-as a $01 (c)(3) organization,

YourArbuesoflnoorpomhonsaﬂsfythemganmonalm Youm stdhowever, also
. satisfy the operational test. The regulations under section 501(¢)(3) expand-onjthe requiremeénts
for satisfaction of the operational test. The key requirement is that an ‘organizz -be operated
. .. éxclusively for one or more exempt purposes. To determing whether this test i s@sﬁed section
- ;- 1.801(0)(@)-1(c)(3) of the regulauomdueclstheSemeetodetemnetfthe ngnization
. primarily in activities that accomplish one or more exempt purposes. Section 15 1(6)(3)-
-1(d)(1)(i) .of the regulations expands on the operated exciusively concept by p g that an
“organization Is not operated exclusively to further exempt purposes unless it se apablic
rather than a private interest. Ifevenonea!ywasbstam}almhasa epurpose
T i as twihefiing private parties, you will not qualify for exemption. -See, Bettex Business
.B.tmu supra.

, Youwemmeocporatedtoopemaehanersmoolforelemerm cho 'sh;dem The
.opelaﬂonofasmoolinthemanmryoudwcﬂbedmaymnheredum irRRses within the

. meaning of section 1.501(c)(3)-1(d)(3)() of the. mgnlaﬁona However, the exis! ofa'single

» noneducational purpose; fsuwanﬁalinnamm,wﬂdewoythemmon igardiess ofthe
number or importance of truly educational purposes.” Better Business Bureau i | jnited States
326'U.8. 278, 289 (1945), Youroperatmnmmawbstmualmnempt pose that confers

-:-'impem\issibleboneﬂstotheuame:s,mouanmememwurm dnswssm
'=:gteaterdntm| theknpemmuebenefnsmmdbyeadrpany .

Yoursubmmonprwndammetotalmmofsalarypayable t0-a teacher would be

- determined on a "per-pupil over operating expense” forrmua. This tieinsiates tof lghersalaﬂesfor
teachers with high student enrollment and low operating expenses. You also p ‘- de that
.mmnummmmmmm -and district-lefel operations
(insurance, attendance, special education, payrof, accounting; Iegal.ammng ic.) as well as
edueahonaloutnmnesandpelentalsaﬁsfawon Each teacher will operate hsorherwn




. . . . :10

e :ma. baiancing avdlablemenuesagainstopemmngm:penses' The.resposs

" . ‘obtaining an upward adj

- is.tenminable with and without cause. Termination with-cause ]
! . recéivership, bankruptcy and breach. In the event of recaivership or banksuptcy,. either paity may

- circumstances are much narrower than the rights of

" your self-perpetuating board but he aiso the rermaining board membaps, Under the
- feqms quourAgteememﬂfﬁrm to advance-your charitablefobjectives would

sibilities you have

- ‘assigned to the teachers are identical to some of the services yois purchased frf m& v
'&m effect, you have of management. One provided: bythe teachers and
m;e‘otherpmvldedby' T by e

: Because of your structure, you can not Insure that your teachers will .';:unioporaﬁng

expenses and placs profits before the quality.of education. This compensationfarrangeme
subjugates the quality of educational services to the reduction; of operational expe
§ ?p(fmps to safeguard against private benefit, you established a subjective stangiard of parental

mmalmmwwmmmtwammj P
educators. Whansapparentisﬁmyouha\@createda'systemmkgep studer,
50 you can receivg more state funds. In retun for-increased.ensoliment, you:rey
withhiqharmd:pmsaﬁomlneﬂea.youhwgmed-formmjewvwfor qu
mpmﬁtmoﬁveisinwnsismemwiqurmple mission, .

High student envoiment benefits fiot only the teachers but

.' :-mevidestnatsu to:approval by 756% of a quorum of the board e bers, an
- Ad justmenrinﬂs compensation will be made *in‘the event thatbn 20°, 40™ o

160"

. than the proj nfment”. This adjustment comesponds with the 40" and §00™ day
nmm&mmm of Education requires when getenmining thé amount of :
apportionment. The State factors these figures into its funding.- agnoinited himseif

. and the ining di as members of your self-perpetuating board. , aiso

. In light of this fact, board approval is Glearty not.an dbstacie'in
ustment in compensation'and as such, excessive comp sation could
ult. ' This is especially true since your Agreement does. not provide & @it onhe amount of

nsation that may be eamed. Furthermore, this provision also provides that compensation

for s services will be set forth ori-Exhibit B. The Exhibit you shbmitted is blank .
- -Based on all the factors stated above, you have failed to establish that ‘comp ion is:

reasonable under the Agreement and as such mpemmissible tencfitemay-be rdalized.
The information you provided also indicates your inability to control to

insure that your charitabie objectives will be met. Provisions 8 and 9. provide thal your Agreement
Involves specific pircumnstances of

terminate upon receipt of written notice. However, 1o terminate. indde these

. s You cangonly terminate
gfter 30 days written notic pﬁor.m,your_i_memoﬂilmforbankmm:yor eceivership. In the .
.event of breach, the other party may tesminate-after 60-day: written notice 4 Such breach is

- .cured within the 60-day period. In either event, a party may.terminate without churse-after 8
. ronth written notice. However, in addition to the written rioice, you are also reduired 46 obtain

‘approval by 75% ‘of a quorum of your board, Again, your rights to fesrinate aretmore orierous.
'The requirement for a board vote is an unusuglmanagementeonu'_actpmvisiqwou have not
‘demonstrated the necessity of ceding your right to temminate; - Athough the Ag bement: provides
fortemmination without cause, termination would. be unlikely since ot only sits on

aswell. The

" student enroliment days" of the school year the envoliment s either.10% fygher o lower - .




' ":consistent with the requirements of saction 501(:)(3)ofﬂlecode Since

“urthenmore, the Agréement falls o provide hiow Joi of .or se
:or-equal to udnbeshamdbetmenyouam 5 other f4

- . détermining whether this aclivity arises to substantiat

- pupose. Yourauivmsareareagd toward both exe

demonsnatedthatyou are opersted for private rather than puhl:c

ST

. .
: - : o ." :'
; ‘ .

f:' not be grounds to terminate the Ma mentAareemem ln effea yau are! loc*ad in forthe 5-
year terth without any recourse to insure that:your charitable actlvmes are’ met. [P

: The domination that the Court founc unacceplabtein_Mls qually apparent in
the way you are operated. —eontmls your operation. This is dbmonstrated by
-the resuidm nature of the management agreement.

e s v e iy ot e Afoert v
.cause, you lack control 1o insure that il manage your activilges Inamanner .
; isa
. forprofit entity, it is motivated to maximize profits. Co .mlooked g-in your

’ Agreemmforanmmmobngamg . o place ¢ blepurposes

‘ ahead of economic ptuposes

Your Agreement requires m_%all‘ discharge such d all In
accordance with the terms herein set forth®. Mmlsnomblyabsommthet s of vouu

Agmememtsanystatememmatemresslymmafwabindingomgaﬁmm -
;.10 sefve charitable purposes. You fiave made no effort to establish that | must

- ' manage the schoois in keeping with your responsibillty to continualfy s2 qreqiirements of
v .section 501{(c)(3) of the Code. Absent any. exphicit.provision of thlsmquireme

| naspnmaryresponsibimtomnzepmﬁtsandnoobﬂgmn 0 put: charitable
. Purposes anead of pecunlary gain. A major factor for the Redlands cdurt in don ngexempuon
-under 501(c)(3) was that the partnership was under no:obl nto: concuct the surgical.center
-asad:amableendeavor ¥ you should determiné that is mariey ging your

: . ﬂcbvﬂ:slaanmmrnmnsistetﬂwﬁhyourmamueobjedives. you eouid noi heassuvedof

anyremedy

‘lnexmof
; ovigion is subject to
ofallrelevamfads,mduding not Rmited

S o themannei'lnwtﬁchthegoodsorservicesaretobesl\a:edbyme chasing parties: the
. .rnanner in which the cost is to be shared by the purchasing paities...”. The fact} atonly

mﬁlldbdosumdjdmwmhasaslsevndeneeofm ro overyou

event. is under tomruthatyouvnlmeewea
Inexchangeforyouroormibtm is in a:position to further its
- bughdin . -absorb the majority of the costs for goods or services to be used p
otherfadlsues Under this provision, youmaycom’erknpo

H
3

X ThefaumatyouemmﬁngiMoamanagemmagmmdoesnet]oflself
- establish that you have conferred benefits to impermissible private parties. The fritica Ifactonn

noaexempt purpose is: P
the facts and circumstarices. Although the operation of a school is‘achamable
'mannerinwhnchyouhwechosenmopemayoursd»oohsnotlnﬂnhmms ¥




) i 12

: lnyﬁmw.m-mcomfmmmmwmm Dicectors. The

. Organization haddroppedsomaofitsmo&qﬁenﬁveacﬁvﬂespﬂortomlqrf sideration. But,
because the majority. of the same board members who approved the offensive detivities st
remained, the Court determined that private interests were still in:control of the for-profit
corporation. In your case, your board of directors. allowed vo to enter into an Agreement in
which impernissible benefits are conferred to and This strongly
sammmmyoummwmubyanmmmmm. ;

Sk Furthermore, as incorporato Selected urBoardofm.-Hei,sa
.member of your board as well as ti' ind Your

bylawsprovidethatthe is salf-perpetydt . I i- are
aisa board members of ' ). i addiion to

’ ing-as P your organization, { is aiso Presxdent ¢ o
*Mﬂﬂfpml ar, | it ]
will receive compensation in the amount of ﬂm he YD
mic years. Moreover, is recognized as President AChief Executive
OMeecforapedodof15yearsunderyourcﬁanerComa,~!n~mmm jsh:to teplace Wi
as President, you are mandated by the Charter:Coritract to obtain. pric -approval through

.~ the amendment process. The pproval-at d public meeting
-, and signature by both you and : position of your
board and their roles in electing ing replacements for. your President :your ahility to

terminate your ip with would be difficult. In effect, serve

'as'your President for a minimum of 15-years, which Is the tem of the Charter Contrac

P Throuah his Qanous positions,
“inflience over you to.enter into an
‘allowed you to enter into an Agreement with

in his dual capecity as your.President and
‘strongly suggests can enter into agreements Or CONracts in which
financlal interest without objections from your board. Rather than establishing ¢

. fdudiary responsibility, it is clear that from your submission that

_____Even X uondo.thatyourboammsindependem,the." atbené
I ad it of iiseif, would disquaiify you from exemptiod] under
- 501(c)(3). ¢ ] ii, supea, concemed & fraachisa arangameniinrwhich the

.-organtzation purchased its programs and staff from for-profit entities, Although ihere
structural elationship between the entities, the Court inferred from the totajity of
ﬁuhthee:momanlzaﬁmtothe-for—pmﬁ(smatmeynadsuh&nﬂm' fuench
profit's operations. ‘Fhe Coust ruled that est existed for the benefit of the for-profit
could not be exempt. : . .

Your & also indicates your plans to "create a series of prog args
' rades 7 through 12)*. These plans are also evident! .
" which as ofte of its many services, will provide m4
agministration of your K through 12 campuses. Since you on serve K-8, it cartbe:
jpurapplwonthat]-jlzmubesewedby-ogﬁeof&s  Canpu
iriformation revealed that is also'Presi : p .
Based on the ment Agreement you have submitted and the relationships

" "between you ar itis clearthat you are operating for the be biit of
parties that s not incidental to the operation of your school. 'In-fact, you are. si par to the
organization discussed in Old Dominion Bax Go: and Leon A Beeghly; supra. This




. conclude that you were created for the w&mﬁalwposaoffosteﬁmtheem;of'tifé
: Managememintothepmﬁ:abie charter school management arena: - o

: . benefit, exem denied. In your case; the the p

:'Your Charter Contract states that you may operate a maximum of one.site duri 3
,‘.'yourcommd.foursilesduﬂnotnesecondyeaf and nlnesnasdumuthemm” :

"f,ummsnesamwhemﬂ

'whetheryou intend to

. organization or with you have failed to establish that the transac

" an exempt brganization who receives an excess benefit from that omanization, i you were

= 0f the bonefits flowing to them.

-compensation structure, each teacher and
- fe:wessweeompensaﬁonformenrsewim Fur
..qo«mspondwithbeneﬁlsyoumeeiveimaum

1

Yoursituaﬁonlssomewhatanalogwsto ation it Gradyate Medica
Foundation, supra.whemtheTw:Couutconsldemdmmmnshlpm .exempl
organization and a reiated for-profit travel agency. The contract was written solis to exclusively
favor the for-profit, H& C Tours. The relationship created a captive market for pe travel agency
in the business generated by the exempt organizatioi. Asaconsequanceof s substantial

and, through p

have created. a captive market.in section $01(c)(3) chiarter 2
psMEtyw,meyaremaunlqueposiﬁmtomaptn benmsof
commomddmterschoolmamoementmmkﬂ.ﬂ BOVE)] ol ,

amannqemem :
tomnhermefor-plmuemstsofyuurinoorpom«as

Fusthermore, yowAareementMﬂ-n indicated your pighs

provide any information

oualsosubmmdaLeassAgmementmmwurapphmon,Yo provide

etalocatedto facilities for your school idfll .
Wmm academic years, respectijely. . The lease
lttedhasslneeeuplmd Youhavenotindicaod\muhermelemvd berenmdor

jmepmsmpﬁon against impenmissible private benefit.
Section 4958 of the Code inposestaxuahmyon anymduvnualmm ogition to influence

recognized as exempt, it is most likely that SN and { jould be liable for
taxundersecﬂondmhemuseofmelrwbstanualinﬁuemewermandthe procssive ‘

Besedonthetotal!tyoﬂactorsdescﬁbedabove wecondudemmyoumnotopemted
exdusively for exempt purposes within section 501(c)(3) of the Cods. While there is no
protiibition against a non-profit from entaringlntoagmementswlmpﬂvatape
‘transactions must be done without serving private interests. You hgve stryctured’
compensation agreements, one for the teachers and the other.fa ich do not
comply with the proscription against serving private benefits. The structure of agreemertfails
to incorporate a ceiling on the amount a teacher or

. Ywhaveamagmedtometemmmmmmmm i o i
effective maten&msmarllablemmsaremeqcz)faistomposea l binding

are not in a position to cause bjectifes. :‘Wa conciude




' '.«-me Gode provides, in part, that a declaratory judgement or decree under this se

| L 4
ﬁﬁ havosunenderedeffectiveooMmlovaryouropemﬂonto— -

a for-profit manager.

' “-Youraciivitles ntially serve private interests. Youhave conferred oy the teachers,
and significant private benefit and therefore are fiot operating
excl) educational purposes within section 501 (c)(s) of the Code. )

. Accordingly, you do not qualify for exemption as an organization describgd i
-501(c)(3) of the Code and you must file federal income tax retums. Contributions
. omamzaﬂon are not deductible under section 170 of the Code.

- You havemenghnoprotmm:srulingifyoubeﬁevenisincomd To profest, you should
wbmﬂastatememofyourwewstom;sofﬁoe‘withamnemlanauonofyour easoning.
statement, signed by.one of your officers, must be submitted within 30 days fromithe date of this
letter. Youalsohavearighttoaconfemnoeinﬁnsofﬂoaaﬂeryourstatemem-s bmitted. You
mustrequesttheconfemenoe if you want one, when you file your protest statement. fyou are to
be represented by someone who is not one of your officers, that person will need

,“powa‘ofattomy and otherwise qualify under our Conference and Practices;

S nyouaonotprotestm:smnngmaunaelymanner.nwmbeeonsdemdny'elmemal

Revenue Sesvice as a failure to exhaust available administrative remedies. . Seclion 7428(b)(2) of
dtion shall not be
.issued In any proceeding unless the Tax.Court, the United States Counoﬂ‘ed, 8l Claims, or the
-DustddCourtoftheUnitedStatesformeDusuictofcdunbiadetenninesmat B organ

Servioe. _
' wwedonotheartromyouwnmnaodays,mlsmlmwmbeoomeﬁnal
forwarded to the Ohic Tax Exempt and Govemment Entities (TE/GE) office. The
questions about your federal income tax status should be directed to that office, pithe
877-829-5500 (a toll free number) or sending comespondence to: Intemal Revegue

"TE/GE Customer Service, P.O. Bax 2508, Cincinnati, OH 45201, The appropriage
“will be notified of this action in accordance with Code section 8104(c).

L mmnmmmummumwmmbmmwmmmmw
:-_g-eeeimbyusingthefollowingaddress

internal Revenue Service

TEORAT4 . Rm. 6236 - -« o
1111 Constitution ‘Ave, N.W,

Washington, D.C. 20224

¥ you have any queﬂlons please contact the person . whose name and t ne number
are shown in the heading of this letter. 8

Sincerely,
CANENRG e
Gerald V:

Manager, npt Organizations
* Technical p4




